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Abstract 
An active and efficient capital market is crucial in accelerating economic growth in a modern market oriented 
economy. Capital market provides an alternative funding avenue for firms and government. Capital market 
instruments provide larger capital amounts as well as liquidity for investors. Sukuk, a relatively new capital market 
instrument is a certificate which represents the value of an asset. Modern sukuk emerged to fill a gap in the global 
capital market as an alternative investment. Islamic investors want to balance their equity portfolios with bond-like 
products. Because sukuk are asset-based securities and not debt instruments, they fit the bill.  Presently, Sukuk have 
been the most active Islamic market instruments in capital markets. There is increasing demand for sukuk instrument 
in the Islamic countries as well as the rest of the world as an alternative to conventional bonds. Sukuk can promote 
productive projects through the efficient use of funds and improving the efficiency of resources allocation.  At the 
same time, Sukuk can sustain economic growth, expand employment and reduce poverty.  However, the relationship 
between sukuk and economic growth is still a controversial issue. Therefore, the main motivation of this paper is to 
investigate the relationship between sukuk and economic growth by employing panel data econometrics technique. 
Interestingly, the result reveals that sukuk significantly affect and contribute to economic growth. Islamic capital 
markets in general and sukuk in particular can promote economic growth. 
 
Keywords: Sukuk; Islamic Capital Markets; Economic Growth; Panel Data; System GMM 
















     
1
Corresponding author: Tel.: +604-9286795 







    Literally, sukuk or Islamic Bonds means certificates. Securities Commission of Malaysia in its 
Guideline on Islamic Securities 2004, defined sukuk as a “document or certificate which 
represent the value of an asset”. Sukuk are securities which comply with shari’ah principles that 
prohibition the payment and acceptance of interest as well as investment in activities which are 
speculative and uncertain. 
     From an issuers’ perspective, sukuk can potentially be a cheaper source of financing. There is 
a lot of money and financial capital surplus in the Islamic countries, which is not being use 
productively due to the lack of syari’ah compliant investment vehicles. Sukuk can be structured 
into various types based on different Islamic modes of financing such as Mudarabah, Musharaka, 
Ijara, Salam, Murabaha and Istisna. 
     Fink, et al. (2006), in examining the relationship between the net issue values of aggregate 
bonds and economic growth by using Granger causalities tests for 15 European countries, the 
USA, and Japan, found that economic growth is causal for net issue value of government bonds 
and net issuance of corporate and financial institutions bonds are causal for economic growth. 
Their finding is important for the future architecture of the financial sector, in particular in 
emerging markets and the new EU member countries. Therefore, our initiative and motivation is 
to investigate empirically whether sukuk can contribute to economic growth based on the idea of 
Fink, et al. (2006). 
       The present paper is organized as follows: section two provides an overview of sukuk 
market.  Section three discusses the difference between Sukuk and Conventional Bonds. Section 
four reviews the related literature. Section five outlines the methodology employed, section six 
presents the empirical findings and section seven concludes. 
 
 
2. Overview of Sukuk Market 
 
The first global issuance of Sukuk occurred with the introduction Malaysian Government 
Sovereign Sukuk in late 2001. Global sukuk issuance market has grown from $ 600 million in 
2001 to $50.5 billion in 2010 and roughly around $60 billion in 2011.  Asian Development Bank 
reported that the global sukuk market continued to post robust in 2013 to $281.3 billion. In 2003, 
Malaysia was found to be the world’s most active issuer with $83.7 billion in new sukuk 
issuance, as Malaysia is seeking to develop itself as an offshore sukuk center for other countries. 
In 2014 according to Fitch Ratings, Qatar imminent sukuk issuance of roughly US $ 3 billion 
will kick-start what may be a record year for the sharia-compliant debt market.  Regional growth 
and robust government spending are likely to be partially funded through sukuk programs in 
established Gulf Cooperation Council sukuk markets. At the same time, strong investor demand 
is likely to attract debut issues from Islamic and non-Islamic states in 2014. 
 
3.  Difference between Sukuk and Conventional Bonds 
 
Sukuk and conventional bonds have some similarities that probably prompted practitioners, mass 
media journalists, even some academicians to consider sukuk as being similar to conventional 
bonds. The only difference pointed out is that regulations consistent with Islamic principles of 
financial trading apply to sukuk bonds. However, there exist some fundamental differences 
between these two financial instruments so such a characterization is misleading. These 
differences lie mainly in the very underlying nature or purpose of funding, as well as the way 
sukuk are structured. However, both sukuk and conventional bond securities are traded in 
secondary markets with the same trading mechanism, so the differences could not be coming 
from the trading differences. Sukuk securities are priced in the market, presumably by experts in 
the market, as is also the case of conventional bills and bonds (Ariff and Safari, 2012).      
According to Sheik Usmani (2007), there are three key elements that differentiate sukuk from 
conventional bonds.  Firstly, sukuk must represent ownership shares in assets or commercial 
(industrial enterprises) that bring profits or revenues, while bonds are indicator of debt 
obligation. Secondly, payments to sukuk holders should be the share of profits (after costs) of the 
assets or enterprise. Finally, the value payable to the sukuk holder on maturity date should be the 
current market value of the assets or enterprise. 
Sheik Usmani (2007) further stated that by complex mechanisms Sukuk had taken on the same 
characteristics as conventional interest-bearing bonds, as they do not return to investors more 
than a fixed percentage of the principal, based on interest rates, while guaranteeing the return of 
investors’ principal at maturity. Sheik Usmani estimated that 85% of all sukuk in issuance were 
not Shariah compliant due to the existence of guaranteed returns and/or repurchase obligations 
from the issuer.   
4.  Review of the Related Literature 
Islamic bond markets an interest-free avenue for rising long term funding for government, 
regions, municipals, the private sector and public companies.  The movement in benchmark bond 
yields is often an indication of the health or otherwise of the issuer. The direction of the 
movement in bonds yields may also show the level of fund flows and movement in global capital 
since the bonds are much deeper than equity markets. It will also help private sector companies 
to more easily raise long term capital, which can create jobs and employment. 
Many studies have looked into the determinants of yields on externally issued sovereign bonds of 
emerging economies. For instance Jaramillo and Weber (2013) stressed that global market and 
bond yields are mainly influenced by inflation and real GDP growth projections, showing 
markets’ greater concern with risk stemming from sensitivity to macroeconomic shocks. 
However, when global risk aversion is high, market participants pay more attention to country 
specific fiscal fundamentals, revealing greater alertness about default risk. 
In the Islamic capital and money market Sukuk (Islamic Bonds) has emerged as a very important 
instrument, over the past decade, not only in the Muslim world but also in the global markets due 
to its characteristics. The introduction of Sukuk has increased the variety of instruments that can 
be used to create an efficient Islamic portfolio. As reported by Damak and Volland (2008), sukuk 
totalled less than $500 million in 2001, but it was doubled in 2007 and had by then exceeded $60 
billion. Growth of the sukuk market is being fuelled mainly by corporates, sovereigns and 
financial institutions. Although corporates find that sukuk is an alternative form of financing for 
businesses or projects, banks are turning to these financial instruments to sustain growth using 
stable funding sources and curb maturity mismatches.  
Grassa & Said (2013) examined the macroeconomic factors that influence the construction of 
certain structure of Islamic bonds. The study showed that macroeconomic factors such GDP per 
capita, economic size, trade openness, and percentage of Muslims have a positive influence of 
the growing of the Islamic bonds market. Furthermore, conventional bond market has a 
significant and positive impact on development of sukuk (Islamic bonds) market. Thus, it 





5.  Empirical Method 
The panel dataset used in this paper runs across 8 years timespan from 2005 to 2012 for 10 
countries. Data are obtained from World Development Indicators (World Bank, 2012) and also 
from Zawya database for sukuk.  To provide a preliminary empirical assessment on the Islamic 
Bonds, the following an econometric model is used: 
GDPit = αGDPit-1 + β1SUKUKit + β2 CAPITAL it + β3INFLATIONit + β4POPit+ ѵi + εit   (1)         
Where, real GDP per capita (GDPit) is estimated against SUKUK, CAPITAL, INFLATION and 
POPULATION. We aim to investigate whether the variables have significant explanatory power 
on the GDP. vi is included in the model to capture the unobserved heterogeneity factor normally 
present in panel data and εit is the i.i.d. error term. 
We employ a relatively new and advanced estimation method known as System GMM to 
estimate the economic growth model as in Equation (1). System GMM is developed by Arellano 
and Bover (1995) and Blundell and Bond (1998) and the method is considered more superior 
than difference GMM. Bond et al. (2001) argue that this method is able to correct unobserved 
country heterogeneity, omitted variable bias, measurement error, and potential endogeneity that 
frequently affect growth estimation.  
This technique combines in a system the relevant regressions expressed in first-differences and 
in levels. First-differencing checks for unobserved heterogeneity and omitted variable bias, as 
well as for time-invariant component of the measurement error. It also corrects endogeneity bias 
(time-varying component) via instrumenting the explanatory variables. Instruments for 
differenced equations are obtained from values (levels) of explanatory variables lagged at least 
twice, and instruments for levels equations are lagged differences of the variable. Estimating two 
equations in a system GMM reduced potential bias and imprecision associated with a simple 
first-difference GMM estimator (Arrellano and Bover, (1995), Blundell and Bond (1998). 
Alonso-Borrego and Arellano (1999), and Blundell and Bond (1998) point out that when 
explanatory variables are persistent over time, lagged levels of these variables make weak 
instruments for regression in differences, and instrument weakness in turn influences the 
asymptotic and the small-sample performance of the difference estimator. Asymptotically, 
variance of the coefficients will rise, and in small sample, Monte Carlo experiments show that 
weak instruments can produce biased coefficients.  
Consistency of the GMM estimator depends on the validity of the instruments. As suggested by 
Arellano and Bond (1991), Arellano and Bover (1995), and Blundell and Bond (1998), two 
specification tests are used. Firstly, Sargan/Hansen test of over-identifying restrictions which 
tests for overall validity of the instruments and the null hypothesis is that all instruments as a 
group are exogenous. The second test examines the null hypothesis that error term   of the 
differenced equation is not serially correlated particularly at the second order (AR2). Ones 
should not reject the null hypothesis of both tests. For additional robustness check, as far as the 
results are concerned, we also estimate Equation (1) using cross sectional (Pooled Ordinary Least 
Square- Pooled OLS) and panel fixed effect methods. 
6.  Empirical Findings 
The following Table 1 outlines the results of five regression methods, namely Pooled OLS 
(pols), Fixed Effects (fe), Random Effects (re), Difference GMM (dgmm2) and System GMM 
(sgmm2), on the Equation 1 above. A quick glance of the results based on fixed effects model 
reveal that sukuk, Consumer Price Index (CPI), Population and capital formation are indeed 
significant determinants of GDP. The objective of this empirical analysis is simply to assess the 
relationship between GDP and a number of explanatory variables especially sukuk. The result 
shows that sukuk significantly affect economic growth. The strength of system GMM relies on 
the instrument validity and reliability. They are indicated by the serial correlation tests (AR(1) 
and AR(2)) and the Hansen test. 
 
Table 1: GDP Estimation 
 
    pols       fe       re dgmm2 sgmm2 
  (1) (2) (3) (4) (7) 
VARIABLES lngdp lngdp lngdp lngdp lngdp 
            
lnsukuk -0.010 0.015** 0.008 0.004 -0.002 
 
(0.009) (0.007) (0.007) (0.005) (0.016) 
lncpi 0.101 0.631*** 0.483*** 0.477** -0.218 
 
(0.189) (0.142) (0.139) (0.179) (0.262) 
lnpop 0.053*** 0.423** 0.142*** 0.301 0.050 
 
(0.017) (0.168) (0.050) (0.181) (0.043) 
lncap 0.861*** 0.503*** 0.645*** 0.610*** 0.874*** 
 
(0.030) (0.067) (0.049) (0.062) (0.072) 




(0.853) (0.425) (0.450) 
 
(1.062) 
      Observations 84 84 84 74 84 
R-squared 0.968 0.939 
   Adj. R-squared 0.966 0.928 . 
  Number of code 
 
10 10 10 10 
No. of instruments 
   
49.000 60.000 
AR1 p-value 
   
0.211 0.178 
AR2 p-value 
   
0.072 0.036 
Sargan p-value 
   
0.003 0.000 
Hansen p-value       1.000 1.000 
     
Note: Dependent variable is GDP. All variables are in natural  log form. Robust standard errors are in parentheses. 
***,**,* indicate significant at 1%,5% and 10% respectively. 
        
7. Conclusions 
The aim of this paper is to examine the relationships between sukuk and economic growth. The 
findings reveal that sukuk significantly affect economic growth. Further, the Islamic finance 
industry has grown rapidly and tremendously. Despite its remarkable growth, Islamic finance is 
still largely concentrated in the banking business. In many countries with a significant Islamic 
finance industry, markets for Islamic bonds are still relatively small and underdeveloped. Well-
developed Sukuk markets would help enhance access to financial services, deepen capital 
markets and create alternative investment instruments for Islamic community. At the same time, 
Sukuk can sustain economic growth, expand employment and reduce poverty. This study 
contributes to the existing literature by linking Islamic capital market and real economic 
activities and highlighting the impact of sukuk towards economic growth.  
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